


General Business Conditions 


HE nation has just completed its most 

prosperous year. Despite interruptions 

caused by labor disputes, 1959 broke 

records in virtually all the accepted 

measures of business activity, including 
production, employment, and trade. Gross nation- 
al product reached a new peak of about $480 
billion in 1959, up from $441.7 billion in 1958 and 
the previous high of $442.5 billion in 1957. Part 
of the rise reflects price increases. But the indi- 
cated physical volume of goods and services pro- 
duced was 7 per cent above 1958 and 4 per cent 
greater than in 1957. 


Moreover, the year closed in a strong uptrend 
and with high expectations for 1960. Industrial 
activity in December climbed to a point close to 
pre-strike highs according to latest Federal Re- 
serve estimates. Automobile assemblies, severely 
curtailed in late November and early December 
by steel shortages, rebounded quickly to the high- 
est weekly rate in over two years. Steel mill oper- 
ations topped even the peaks set during the 
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strong inventory build-up in the first half of 1959. 
With personal incomes at a new high, customers 
crowded the stores, setting new Christmas sales 
records, 


The purchasing power flowing from high pro- 
duction and employment, supported in many 
lines by good backlogs of orders and confident 
planning, promises strong demand for goods 
and services in 1960. Additional demand will 
come in the early months for inventory replen- 
ishment in steel and metalworking lines. Op- 
timism based on this prospect is qualified only 
by the possibility of renewal of the steel strike. 
Conversely, only the assurance of continued steel 
output is needed, in the general view, to spark 
an advance which in 1960 will carry the gross 
national product beyond the five hundred billion 
dollar mark. 


Capital Expenditures Deferred 

The accelerated inventory build-up in dura- 
ble goods will be only part of the demand carried 
over from 1959 into 1960. Businessmen will also 
be making up for the enforced postponements 
or reschedulings of plant and equipment ex- 
penditures, 

According to a mid-November survey by the 
Securities and Exchange Commission and the 
U.S. Department of Commerce, business outlays 
for new plant and equipment were markedly re- 
duced from what fad been scheduled three 
months earlier. Last August, when hopes for an 
early settlement of the strike were high, busi- 
nessmen thought third quarter capital outlays 
would be at a seasonally adjusted annual rate of 
$34.3 billion. In the latest survey, they did not 
expect such a rate to be reached until the first 
quarter of 1960, while actual outlays in the third 
quarter reached only a $38.4 billion rate. 

There is little to indicate that over-all plans 
to buy new plant and equipment have been cut; 
in fact, latest figures on appropriations for new 
capital projects show a substantial gain. Some 
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investment appears to have been postponed both 
through uncertainty over the steel situation and 
through actual difficulties in completing and de- 
livering equipment already on order. Once the 
steel supply situation is clarified, the upswing in 
plant and equipment spending is expected to 
accelerate. Some of this deferred demand may 
spill over into 1961. 


Wage Patterns and Employment 
Opportunities 

Steel wage negotiations continued during De- 
cember, but appeared to leave union and man- 
agement farther apart than before. Management 
has held fast to its November offer, which it 
describes as increasing employment costs by 
more than 30 cents per hour, not including possi- 
ble cost-of-living raises. It notes that “these in- 
creases are greater than the gain in output per 
man hour in the steel industry as shown in the 
Fact Finding Report of the Secretary of Labor.” 
The union has shown no inclination to com- 
promise and actually increased its demands dur- 
ing December. It now asks for a wage and fringe 
benefit package somewhat more generous than 
that received from Kaiser Steel last October, 
plus protection for workers against loss of earn- 
ings through automation. 

The United Steelworkers’ demands, which 
would boost employment costs sharply at the 
same time that they would hamper further cost 
saving through automation, offer no help to the 
steel industry in its competition with foreign- 
made steel and substitute materials, Better eco- 
nomic statesmanship has been displayed by the 
Amalgamated Clothing Workers who recently 
announced their intention of seeking their first 
general wage increase in four years. As described 
by A. H. Raskin in The New York Times: 

The Amalgamated . . . has long followed a policy of 
gearing its contract demands to the financial conditions 
of its industry and the capacity of its customers to meet 
higher prices. It has refrained from seeking increases 
when it has believed that higher labor costs would reduce 
garment sales and thus reduce earning opportunities for 
its members. 

As quoted by Mr. Raskin, President Jacob S. 
Potofsky mentioned labor shortage in the trade 
among the considerations warranting wage ad- 
justment at this time: 

Mr. Potofsky said the union’s determination to insist on 
higher wages next year was based on a combination of 
increased productivity in the industry, higher living costs 
for the workers, the outlook for high-level clothing sales 
and a shortage of labor in most branches of the trade. 


Recent Settlements. 


The wage contract with Kaiser Steel, which the 
steel union uses as a benchmark, provided wage 


increases and other benefits totaling 22% cents 
an hour over a period of 20 months — equivalent 
to a rate of roughly 13% cents in one year. Other 
major settlements in recent weeks appear to be 
developing a pattern of raises averaging between 
10 and 15 cents hourly a year. Several of these 
contracts — including those with leading can 
companies, aluminum producers, and copper 
smelters and refiners — have involved the United 
Steelworkers. 


It is noteworthy that the wage settlement in 
the can industry was accompanied by announce- 
ment of price increases, while a few days before 
signing their new wage contract the aluminum 
producers raised the domestic price of pig alu- 
minum 1.3 cents a pound, restoring the level 
which prevailed prior to April 1958. The current 
setting of prosperity and the willingness of both 
businessmen and consumers to step up their buy- 
ing is conducive to the passing along of increased 
employment costs, perhaps more so than at any 
time in the past two and a half‘years. This makes 
a noninflationary steel wage settlement increas- 
ingly difficult to achieve. 


During the past year prices have trended high- 
er. Consumer prices other than food advanced 
2% per cent in the year, as indicated by data 
available through mid-November. The decline 
of 1.3 per cent in food prices cut the over-all in- 
crease to 1.4 per cent. These offsetting trends 
were noted by Raymond J. Saulnier, Chairman 
of the Council of Economic Advisers, who re- 
cently commented: “The time has come when 
the responsibility for the price level should be 
shared by industry and not shouldered exclu- 
sively by the farm community.” In this con- 
nection he warned that “wage increases ought 
not to outrun gains in productivity” and that 
whenever industry has opportunities to cut prices 
“it is of the utmost importance that those be 
grasped.” 

The Lessons of the Fifties 

As the nation arrives at the threshold of the 
“Fabulous Sixties”, the virtual achievement of a 
half-trillion dollar economy marks another mile- 
stone in its growth. Dazzling tales have been 
told of the prosperity waiting for us in the golden 
decade ahead, including predictions that by the 
end of the Sixties the gross national product may 
reach $700 to $800 billion, that population will 
exceed 210 million persons, a rise of over 30 
million, and that family incomes will average as 
much as $9,000, up more than a third from pres- 
ent levels. If such projections seem optimistic 
to the point of being unrealistic, one needs only 
to look at the progress made in the decade now 
ending. 
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The achievements of the Fifties put the aspira- 
tions of the Sixties in better perspective. Both 
decades started out under strikingly similar cir- 
cumstances: industry was recovering from the 
effects of a steel strike which had interrupted 
recovery from a recent recession; consumer dur- 
able goods buying and business investment were 
rising, but the Government was holding down 
defense spending. The Fifties did not get the 
yeaa buildup the Sixties have been getting 
or several years. The decade was marked by 
two recessions and sharp dislocations in the 
civilian economy during the Korean War; nev- 
ertheless, over-all progress was impressive. 


In the opening quarter of 1950, the gross na- 
tional product was at an annual rate of $265.7 
billion. In the ensuing decade it has risen more 
than 80 per cent—as much as 88 per cent, if 
the anticipated $500 billion rate is achieved in 
the opening quarter of 1960. Much of this in- 
crease in the dollar volume of goods and services, 
however, reflects the advance in prices at an 
average rate of over 2% per cent a year during 
the Fifties. After adjustment for price changes, 
the rise in the gross national product during the 
decade was about 45 per cent, which is equiva- 
lent to a compound annual growth rate of 3.8 
per cent. This achievement is not far below the 
growth rate of 4.2 per cent which the National 
Planning Association estimates may produce a 
gross national product of $790 billion in 1970 
in 1958 prices. 

The nation’s population, now rapidly approach- 
ing 180 million, increased in the Fifties by about 
29 million, or an average rate of 1.8 per cent a 
year. Population growth has often been cited as 
the key to the growing markets of the Sixties; 
actually, only the most optimistic of the Census 
Bureau’s four alternative projections of over-all 
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ACHIEVEMENTS AND EXPECTATIONS 
Average Annual Growth Rates of Population, Labor Force, and 
Gross National Product during the Fifties and Sixties. 
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population growth during the next decade shows 
a higher rate of growth, averaging 1.9 per cent 
per year. In the Sixties, however, two fifths 
of the rise in population is expected to occur 
among persons of working age, whereas during 
the Fifties only one quarter of the increase was 
in persons between 18 and 65. The greater num- 
ber of persons seeking jobs and forming families 
will make the difference in the markets of the 
Sixties. 

As the accompanying chart shows, the rates of 
growth actually achieved during the Fifties are 
not far short of the rates currently projected for 
the Sixties. If a “golden decade” lies ahead, then 
we have just completed one only slightly less 
rewarding. 


The Fringe on Top 


There seems to be some widening public rec- 
ognition of the futilities of leapfrogging wage- 
price advances. One remarkable aspect of the 
steel negotiations is that the dispute is less over 
— than over fringe benefits and working 
rules. 





The steel companies in their offers have recog- 
nized the particular interest in fringe benefits. In 
an advertisement December 7, they stated that 
their latest offer would provide the average work- 
er over a three-year period with $577 in added 
fringe benefits compared with $504 in increased 
wages. Provisions for possible cost-of-living in- 
creases potentially could enlarge the wage figure 
as-much as $259 more. 


While wages are understood to be costs which 
must be recovered in selling prices, it is not al- 
ways recognized that the same ‘is true of the 
fringe on top—the myriad extra expenses that 
employers assume for the benefit of the em- 
ployee. These expenses add 10, 20, or 30 per cent 
to employment costs. They have been growing 
to such an extent that wages are no longer a close 
approximation of what it costs to carry a man 
or woman on the payroll. The American Iron and 
Steel Institute calculates that, for the steel in- 
dustry, the fringe has widened nearly tenfold 
since 1940. Since 1945, as the charts on the next 
page show, fringe costs have grown from less 
than 11 cents an hour to beyond 58 cents. 


What the companies are trying to do in the 
negotiations is to slow the rise in their hourly 
employment costs, which has had to be financed 
out of price advances. Over the last five years 
wage costs per hour in steel have been mount- 
ing an average of 7 per cent a year. The faster 
rise in fringe costs has put the advance in total 
employment costs up to 8 per cent a year. This 
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THE FRINGE ON TOP 
Difference between Average Pay for Time Worked 


and Total Employment Costs per Man Hour 
in the Iron and Steel Industry 


Source: American Iron and Steel Institute; 1959 estimated from 
data for first six months. 











is far more than gains in productivity per man- 
hour, achieved by investments in more efficient 
plant and equipment. 


Variety of Fringes 
Fringe benefits cover a great range, from 
retirement, insurance, and medical plans to em- 
ployee discounts on merchandise and free recre- 
ational facilities. One personnel expert has listed 
113 types. Some fringes are required by law, 
others written into labor contracts, still others 





1958 
® © ® 


332¢ 194¢ 56¢ 
ef 


PENSIONS, INSURANCE, SUPPLEMENTAL UNEM= 
PLOYMENT BENEFITS, AND SOCIAL SECURITY 
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TOTAL EMPLOYMENT COST PER MAN HOUR FOR WAGE 
EMPLOYEES IN THE IRON AND STEEL INDUSTRY 


Source: American Iron and Steel Institute 





provided by the employer to attract and hold a 
superior work force. 

Fringes reach back to bygone centuries, Their 
growth to major importance in the United States 
was stimulated by the Social Security Act in 
1935 and, after World War II, by a shift of trade 
union attitude from opposing fringes (as pater- 
nalistic) to seeking them aggressively. 

It is not always understood that employers 
pay the unemployment insurance taxes, as well 
as half of the ever-increasing old-age taxes. 
Passing through U.S. Treasury trust funds, these 
monies gain the valuable attribute of tax ex- 
emption to recipients. 


Tax-Conscious Employees 


Pensions are the most valued and also most 
expensive fringes. Many employers, through trust 
funds or insured plans, provide pensions beyond 
the basic federal Social Security levels. While 
numerous plans have called for employee con- 
tributions, the trend is toward having the em- 
ployer meet the entire expense. 

When the employer picks up the whole tab, 
the benefit to the employee is greater than from 
an equivalent wage increase because there is no 
increase in the employee’s taxable income. 


Private pension funds defer taxable incomes 
until after retirement. Then, at age 65, the 
former employee becomes entitled to a tax-free 
Social Security pension, a double personal exemp- 
tion, and a retirement income credit. So payments 
from private pension funds will be taxed more 
lightly and perhaps not at all. 

The popularity of fringe benefits is partly ex- 
plained by the fact that people have grown tax- 
wise and take a particular pleasure out of things 
they can get free of deductions for taxes. 


The dollar in the pay envelope bears only a 
shriveled resemblance to the rate at which an 
employee is hired. In New York State, for ex- 
ample, a $50 a week pay check to a single em- 
ployee gets written out for $41.15; federal in- 
come and old age taxes take $8.30 and State 
income and disability taxes 55 cents more.* A 
$100 a week pay check has even a harder time, 
shrinking to $78.60, besides involving the re- 
cipient in the obligation to make further tax pay- 
ments. Of course, there may be other deductions 
too, for Christmas Clubs or systematic saving, 
union dues, or insurance paid for in part or 
wholly by the employee. 


In this world the annual rate of pay is a sta- 
tistic to which employers add more and more 
other employment costs and from which govern- 


*Calculations based on withholding rates effective Jan. 1, 1966 
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ment subtracts more and more taxes. The total 
cost to the employer can be half again as much 
as the employee gets to spend or save at his 
pleasure. 

Incalculable Fringe Costs 


One of the most elusive fringe costs of em- 
ployment is time on the premises paid for but 
not worked. In the coal industry during the war 
employers agreed to pay portal-to-portal, from 
the time an employee enters the gate to the time 
he leaves. This meant a reduction in effective 
working hours without change in hours paid for. 
Coffee breaks, rest periods, and paid “wash-up 
time” have become more common. They are 
symbolic of a more relaxed atmosphere in which 
— like shortened work weeks — leisure takes 
ascendancy over productive performance. 


Reviewing Our Tax Position 





As the curtain is raised on the decade of the 
Sixties, the air is full of projections of how much 
U.S. production will have to expand to keep up 
with population growth and the procession of 
progress among the nations. It is easy to take 
progress for granted, and particularly for the 
United States which so long now has been at 
the head of the parade. On the other hand, it 
is noteworthy that many thoughtful people are 
wondering whether we can make the progress 
we want without overhauling federal fiscal 
policies which tend to relieve people of incen- 
tive and responsibility, test the outer limits of 
taxation, and stir distrust in the value of the 
dollar. 


The challenge openly thrown out by the Soviet 
Union — and backed up by some spectacular ac- 
complishments — has shaken our complacence. It 
would be a misfortune if this impelled us head- 
long into “crash” programs of wasteful govern- 
ment expenditure and even greater tax penalties 
on work and enterprise. But the Soviet challenge 
can be all to the good if it leads us to critical 
examination of policies that impede a stronger 
productive effort. There is no doubting that, if 
we have the will, the Sixties can be a period of 
unmatched abundance and scintillating achieve- 
ment. 


We need to remember that glittering projec- 
tions of our gross national product ten or twenty 
years hence, based on assumptions of an average 
annual increase of 3, 4, 5, or 6 per cent, are no 
more than interesting mathematical exercises 
unless one considers the skill and effort, the path- 
breaking initiative and capital investments, 
needed to poh at American enterprise. It 
is one thing to daydream about what one might 





do. It is another to roll up the sleeves and get on 
with the job. 

There are two ways to get people to work. 
One is to drive them; the other to give them 
incentives. As noted in these columns last month, 
even Russia has found that incentives are the 
better way. We cannot expect progress by un- 
loading responsibilities on government and neg- 
lecting individual initiative. After all, it is the 
individual who does the job. 


Ways and Means Committee Hearings 

In light of the emphasis on economic growth, 
it is fitting that the House Ways and Means 
Committee should recently have held five weeks’ 
hearings, taking testimony from 180 wit- 
nesses, on tax reform proposals. It is fitting, 
too, that the primary emphasis should be on re- 
forming the steep personal income tax progres- 
sion. Congressman Bruce Alger, Ways and 
Means Committee member from Texas, succinct- 
ly described our current income tax as “a verita- 
ble graveyard for personal ambition.” It penalizes 
most heavily the very people who have most to 
contribute to economic progress — the energetic 
and ambitious individuals capable of superior 
performance. If we wanted to discourage initia- 
tive, hard work, and capital accumulation, we 
could not have chosen a better way. The effect 
is not so much to tax the rich as to prevent vig- 
orous up-and-coming people from ever getting 
rich, at least through activities subject to regular 
income taxation. 

That the federal tax problem is serious is evi- 
denced in the voluminous record built up by the 
Ways and Means Committee and the readiness 
of so many busy people to testify and prepare 
written statements. The interest naturally is 
greatest among businessmen who rate taxes along 
with labor relations as their most crucial prob- 
lems. But concern is widening. The New York 
World-Telegram and Sun last fall reported “a 
new rise of nationwide tax resentment.” The 
New York Times, devoting a front page article 
to tax problems in its October 1 issue, cited the 
concern of a young former Navy officer: 

- + . people are demanding too many services from 
Government — services they could perform themselves — 
and then are squawking about tax increases. Taxes are 
becoming overwhelming. I wonder just how far they can 
go. 

When people become resentful of taxes they 
are apt to take it out on their state and local 
governments where they have the power to vote 
against projects if they think they are not worth 
their cost. Somehow they do not communicate 
their dissatisfaction with the more oppressive 
federal taxes. The result is that state and local 
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government officials, pleading poverty, go to 
Washington to get “federal funds for free”. In 
meeting these and other demands, the Federal 
Government spends up to the hilt of its swollen 
revenues and indefinitely postpones federal tax 
reforms that everyone should know are overdue. 

Breaking out of this fatal circle is a problem. 
But it will need to be done if control over gov- 
ernment spending is to be regained and individ- 
ual initiative released from the tax straitjacket. 


Lessons from Abroad 

The Ways and Means Committee hearings re- 
vealed rather general agreement, from both “lib- 
eral” and conservative witnesses, that income tax 
rates are too high. This should not be surprising 
in view of the extremities to which our tax rates 
have been pushed. Individuals in the United 
States who are successful beyond the average 
encounter a confiscatory 50 per cent tax rate at 
the $16,000 level of taxable income. This is hard- 
ly an ingest sum of money. It is no more 
than an employer often needs to provide the 
working place and tools for only one employee. 
And we will have a million persons a year enter- 
ing the labor force and requiring to be equipped. 

The American public accepted extreme federal 
tax rates during World War II when they were 
regarded as emergency expedients. For normal 
times of peace, public opinion polls have indi- 
cated there is little support for income tax rates 
beyond 40 per cent. Nevertheless, out of inertia, 
the U.S. has held federal income tax rates up 
near the wartime peaks. As ey 2 this were 
not enough, increasing state and local income 
taxes, and employment taxes, are layered on top. 

Meanwhile, other nations have been more alert 
to the importance of encouraging individual initi- 
ative by tax reforms. The results show in a regen- 
erated spirit of enterprise. 
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MAXIMUM RATES OF PERSONAL INCOME TAXATION 


Note: Canadian maximum rate includes a 4 per cent surtax on 
income from investments. 


Tax schedules and definitions of taxable in- 
come differ from country to country, but the 
simplest measure of the harshness of personal 
income taxation is provided by the top rate to 
which the rate progression ascends. As the chart 
brings out, last year’s British reforms have given 
us the dubious distinction of top place among 
major English-speaking nations. While we keep 
our top rate within three points of its World War 
II peak, Australia has brought its top rate down 
from 92.5 per cent in World War II to 63.8 per 
cent currently, a reduction of almost 30 points. 


Our attachment to confiscatory rates is all the 
more surprising when one considers that they 
yield comparatively little revenue. Analyses of 
personal income tax receipts presented to the 
Ways and Means Committee showed that in 
1957 rates beyond 50 per cent produced only 
$700 million or 2 per cent of the $35.2 billion 
personal income tax revenues. The entire pro- 
gression of rates beyond the initial 20 per cent 
produced little more than one eighth of the total. 

Total tax revenues might be greater if rates 
were not so confiscatory. Excessive rates invite 
people to go to great trouble to limit and control 
their taxable income. The dollar driven to escape 
taxation at 50 per cent might willingly have ac- 
cepted taxation at a less offensive rate. 


Overeoncentration on Income Taxation 


From the standpoint of economic growth, the 
most obvious fault of the federal tax system is 
that it places excessive reliance on taxing work, 
employment, and capital accumulation, the very 
essentials of economic progress. 

As the Treasury calculates the federal revenue 
outlook in the 1960 fiscal year which began last 
July 1, no less than 82 per cent of the $79 billion 
projected revenue total will come from personal 
and corporate income taxes and other direct 
levies.° The comparable figure for Canada is 
54 per cent, for the United Kingdom 52 per cent, 
and for West Germany about 19 per cent. The 
Soviet Union, theoretically most interested in 
“equalizing” incomes, takes only 8 per cent of its 
revenues from income taxation. 

On the other hand, the United States is the 
only major country that does not use general 
sales, excise, or turnover taxation as a main 
revenue source. Denmark and Sweden, with 
strong socialist parties, rely on sales taxes, ex- 
cises, and customs duties for half their tax reve- 


*As further levies on income in the United States, other 
than state taxes, there are employment taxes to finance 
social security retirement and unemployment benefits 


outside the regular federal budget. These absorb more 
than $12 billion a year. 
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nues. The United Kingdom derives almost 48 
per cent of its budget revenues from sales taxa- 
tion. Canada gets 46 per cent of its revenues 
from levies on sales. At the bottom of the list, the 
U.S. Government raises no more than 18 per 
cent of its revenues from special excise taxes 
(mainly those on liquor and tobacco), custom 
duties, etc. 


At the Ways and Means Committee hearings 
Professor William Fellner of Yale University sug- 
gested switching part of the burden to a 7 per 
cent general sales tax which would exempt only 
food, rent, and similar basic necessities. Professor 
Fellner, concerned about our growth potentials, 
would use part of the $9 billion yield he cal- 
culates from a 7 per cent federal sales tax to 
reduce individual income tax rates. 


Many people would oppose a federal sales 
tax. But we have to face up to the question 
whether the nation can .hold its place in the 
world without correcting excesses in income taxa- 
tion. 

Effects On Capital Supply 

Excessive tax rates have a good deal to do 
with the shortages of capital everyone is con- 
cerned with these days. Most affected is the 
supply of “venture” capital which is so important 
for new enterprises and new techniques of pro- 
duction. The small businessman finds that the 
tax collector siphons off money he needs to ex- 
pand his business. People with good incomes 
before taxes find themselves unable to accumu- 
late capital for financial independence. A steep 
progression of rates frustrates the normal work- 
ing of compound interest in building savings. 


The failure of individual pools of capital to 
build makes it difficult for small business to find 
financial backing. It creates problems for schools, 
colleges, and cultural bodies in raising money. 
The upshot is that government loans and sub- 
sidies are demanded, even though these per- 
petuate the tax rates which gave rise to the 
trouble in the first place. 


It is rather generally thought that high income 
taxes stimulate giving because gifts to qualified 
educational and philanthropic institutions are de- 
ductible on the tax forms. If this were the whole 
story the universities, for example, should have 
a superabundance of money. Instead, we hear 
a university president say “we can no longer ask 
whether federal funds should go to private in- 
stitutions, but rather how they should go.” De- 
ductibility is the stated reason for many gifts 
when really it is only a permissive factor. Steep- 
ly progressive personal income taxation arrests 
accumulation of major benefactions such as those 






which gave our independent colleges their very 
existence. 

Meanwhile, the tax problem gets worse. Peo- 
ple have observed how inflation erodes the real 
value of savings. It is not so widely recognized 
that inflation me another subtle effect, one of 
raising tax rates without passage of new laws. 
The Tax Foundation, in a study released two 
weeks ago, points out that, while tax rates today 
are nearly the same as in 1942 and the taxable 
income brackets are exactly the same as they 
were 17 years ago, the impact of the tax structure 
is heavier now because of inflation: 

For example, while a married person with an income 
of $3,000 paid a tax of $269 in 1942, a married person 
with the same income in 1959, adjusted for changes in 
consumer prices over 1942 ($5,310), would pay a tax 
of $716. While consumer prices increased by 77 per 
cent, this person’s income tax would have increased by 
166 per cent. 

In other words, “inflation has been as much 
of a tax as if the statutory rates themselves were 
substantially above what they were in 1942.” 


The Corporate Tax Rete 

The 52 per cent income tax rate on corporate 
income also came in for criticism at the hearings. 
This is another case where American taxation 
runs heavier than in other advanced countries. 
The 52 per cent rate was put in force during the 
Korean War emergency, and was supposed to 
drop to 47 per cent in 1954. But the scheduled 
reduction has been postponed, year after year. 

It has been pointed out many times that, as a 
result of inflation, this tax rate applies not only 
to income genuinely earned but also to fictitious 
income generated out of inadequate pe 
charges. Since depreciation is based on his- 
torical cost, which is generally much lower than 
current replacement cost, profits are overstated. 
Renewal of buildings, plant and equipment can- 
not be financed out of depreciation alone but 
must be supplemented by new funds. 

Evaluating the problem, George Terborgh, re- 
search director of the Machinery & Allied Prod- 
ucts Institute, said: 

We should take cognizance of the fact that our growth 
rate over the decade has lagged not only that of the 
Soviet Union but also that of most of our leading indus- 
trial competitors in the free world. Many of the latter 
are far ahead of us in liberalizing tax depreciation write- 
offs, and their economies reflect the advantages of the 
heavier capital investment that such liberalization brings 
with it. The United States is again behind the proces- 
sion, as it was prior to the reforms of the 1954 code. 

Broadening the Tax Base 

The Ways and Means Committee studies were 
made under the heading of Broadening the Tax 
Base. As the Committee’s Chairman, Wilbur D. 
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Mills, recently stated, “more than half of our 
income is never taken into account for federal 
income tax purposes. Of our total personal in- 
comes of $350.6 billion [in 1957], only $149.4 
billion, or 48 per cent, was actually taxable.” 
Chairman Mills has further stated that: 


If all the exceptional provisions now in the law were 
eliminated, if a uniform tax base were provided, while 
maintaining the present system of personal exemptions, 
we could collect the same revenue we now get from the 
individual income tax with a rate schedule in which the 
first bracket rate was nine per cent and the top bracket 
rate was 41 per cent. 


In principle, this looks like a good idea. The 
trouble is that there is some equitable basis for 
almost every deduction, allowance, or exemption. 
To take one example, the much criticized divi- 
dend credit is intended to reduce double taxa- 
tion of corporate earnings paid out in dividends. 
Other countries, such as Canada and the United 
Kingdom, make much more generous allowances 
for such double taxation. The lower rate of tax 
on capital gains is sometimes condemned as a 
“loophole,” though the fact is that such gains do 
not represent income in the genuine sense and 
in foreign countries are quite generally free from 
income taxation. 


As the Tax Foundation pointed out in its 
study: 

Each of these so-called “loopholes” thus involves a 
basic question of tax policy. None of them is an unin- 
tended benefit to particular taxpayers. To remove these 
“loopholes” would mean a reversal of long-standing Con- 
gressional policies, each of which needs to be examined 
on its merits and not accepted or condemned simply as 
an escape valve for special groups of taxpayers. 


When people speak of broadening the base 
they should bear in mind that it is the personal 
exemption that relieves the biggest amount of in- 
come from taxation. Some of the most outspoken 
critics of so-called loopholes would increase the 
personal exemption so as to free people with 
relatively low incomes from any federal income 
tax liability. Unfortunately, we have the most 
expensive government establishment per capita 
in the world. Everyone has to bear some taxes. As 
long as the Federal Government relies so heav- 
ily on income taxation for revenues, this assess- 
ment must take the form of a low personal ex- 
emption. 

Exceptional provisions, most generally, are 
escapes from a tax system that otherwise would 
be unendurable. They are essential to the func- 
tioning of the economy. And, human nature be- 
ing what it is, the exceptional provisions tend to 
get exploited to the limit. This is what the rates 
invite people to do. 


The only visible way out of the morass is to 
deal with the rate structure. If the Federal Gov- 
ernment cannot more effectively control its ex- 
penditure, resort to general sales or excise tax- 
ation may become necessary to get income tax 
rates down to more sensible levels. 


The Herlong-Baker Bill 


A growing economy affords a growing tax 
base. If federal expenditures can be put on a 
leash, tax reforms to encourage growth can pay 
for themselves. This forward-looking approac. 
is expressed in the bipartisan bill introduced in 
the House of Representatives last January by 
Congressman A. Sydney Herlong, Democrat of 
Florida, and Howard H. Baker, Republican of 
Tennessee. The Herlong-Baker bill, which has 
been endorsed by leading business groups such 
as the National Association of Manufacturers and 
the Chamber of Commerce of the United States, 
would reduce personal income tax rates from the 
prevailing 20 to 91 per cent range to a range of 
15 to 47 per cent over a five-year period begin- 
ning January 1, 1959. The 52 per cent corporate 
tax rate would be reduced 1 point a year over the 
same period to 47 per cent. Other provisions of 
the Herlong-Baker bill would permit faster depre- 
ciation of business capital investments, ease capi- 
tal gains taxation for individuals, and reduce gift 
and estate tax rates. It is figured that the revenue 
loss would be made up by stimulation to the 
growth of the economy. 


The essential goal, upon which everyone 
should be able to agree, is to lighten the burden 
of taxation on the creation of income and wealth 


— to bake a bigger pie for all to share. 


The Temptation to Relax 


The overwhelming weight of testimony before 
the Ways and Means Committee was that the 
federal tax system is seriously inequitable and 
out of harmony with the needs of an industrious, 
progressive society. There were, however, some 
expressions of view that the tax system must be 
good, as evidenced by our postwar prosperity, 
and that there are so many “loopholes” available 
that the excessive rates are more apparent than 
real. One professor from a great university ques- 
tioned whether we should want people =e 
as hard as possible.” He thought we should take 
a “more civilized attitude toward life” — in other 
words relax and enjoy our affluence. 


Assuredly, it is a temptation to relax effort. 
We are already infected too much by this virus, 
encouraged by the easy success we had in world 
markets during the first postwar decade before 
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Europe and Japan were on their feet. The time 
has come to stir ourselves. 


The head of any successful enterprise, just 
like any successful athletic competitor, knows 
that laurels are quick to be snatched from the 
brow of conceit. The individual businessman 
lives in a competitive economy. The nation lives 
in a competitive world. We have no option but 
to look forward: to the correction of policies out 
of tune with the times, to the provision of incen- 
tives and capital for progress. 


Europe’s Six and Seven 





A new regional free trade area — the European 
Free Trade Association (EFTA) —is now com- 
ing into existence on the periphery of the Com- 
mon Market. Seven nations —the United King- 
dom, Sweden, Norway, Denmark, Switzerland, 
Austria, and Portugal — initialed a treaty last No- 
vember in Stockholm. Final ratification is ex- 
pected by March 1960. The new grouping has 
become known as the “Outer Seven” because of 
its geographical location relative to the “Inner 
Six” — France, Germany, Italy, Belgium, the 
Netherlands, and Luxembourg — associated in 
the Common Market or European Economic 
Community (EEC), which began reducing trade 
barriers in January 1959. 


The idea of forming EFTA was born a year 
ago, after a proposal for a wider free trade area 
embracing most of Western Europe had foun- 
dered. The Seven then faced two problems: 
first, to enlarge trade among themselves and 
counteract disadvantages of being outside the 
Common Market; and second, to improve their 
bargaining power for continued access to the 
markets of the Six. The preamble to the EFTA 
treaty emphasizes the need to “facilitate the 
early establishment of a multilateral association 
for the removal of trade barriers and the promo- 
tion of closer economic co-operation between the 
Members of the Organisation for European Eco- 
nomic Co-operation, including the Members of 
the European Economic Community.” 


The Two Partnerships Compared 


The common purpose of each group is the 
gradual removal, within the group, of tariffs and 
import quotas on industrial products. EFTA’s 
initial tariff cut, effective next July, is to amount 
to 20 per cent; this will match the reductions 
then in force within the Common Market. Eight 
further cuts of 10 per cent each are to remove 
all tariffs within the area by 1970, roughly the 
same schedule as in the EEC. Portugal, which 


is industrially less developed than its partners, 
will be allowed until 1980 to complete the re- 
moval of many import duties. As in the Com- 
mon Market, import quotas within EFTA are to 
be dismantled over the next ten years. 


In other respects, however, there are deep dif- 
ferences between the Seven and the Six. Funda- 
mentally, EFTA is endeavoring to promote free 
trade among its members with a minimum of 
commitments on their part regarding domestic 
economic and financial policies; EEC, on the 
other hand, seeks to use free trade as an instru- 
ment of broader economic—and, eventually, 
political — integration. 


Most important, EFTA allows members to re- 
tain their individual tariffs toward outsiders, 
change them at will, and independently conduct 
commercial negotiations with other nations. In 
contrast, EEC is to establish a common tariff 
wall against the rest of the world (to lie some- 
where between the high levels of France and 
Italy and the low level of Benelux) and is to 
have a unified commercial policy. 


The issue of external tariffs was one of the 
main reasons for the failure of earlier negotia- 
tions between Common Market countries and 
the nations that are now associated in EFTA. 
The Six wanted a common external tariff to 
avoid situations where the existence of different 
tariff systems would concentrate imports at the 
ports of low-tariff members for transshipment 
(with or without further processing ) to the high- 
er-tariff members. 


To mitigate such “deflections of trade,” the 
Seven have agreed that goods not wholly pro- 
duced within the free trade area will enjoy its 
benefits only on one of two conditions: if less 
than 50 per cent of their sales value consists of 
materials imported from outside or if they are 
produced within the area by certain specified 
processes. Importers will generally be able to 
choose the condition they prefer. But there are 
some express stipulations; for example, the pro- 
cess rule must apply to textiles, most of which 
must be spun, woven, and finished within EFTA. 
A member nation whose industries are hurt by 
“deflection of trade” can resort to “consultation” 
or “complaints” procedures provided for in the 
treaty. 

Among other basic differences between the 
two groupings is, first, that EFTA has no supra- 
national executive body, as does the Common 
Market, to make and enforce common decisions. 
Furthermore, EFTA is set up to deal with prob- 
lems as they arise, while EEC seeks to devise 
common policies in advance. In particular, the 
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Seven have no plans as a group to integrate agri- 
culture or transportation, to free movements of 
capital and labor, or to harmonize labor costs. 


The Seven and the Six in World Trade 

The Outer Seven suffer some disadvantage in 
their lack of geographical compactness. Their 
aggregate population and gross national prod- 
uct are less than those of the Six. Per head of 
population, however, the Seven produce — and 
import — more than the Six. 


EFTA and EEC in Perspective 
EEC 


170 
157 
924 
23 
23 
135 
1.7 
2.8 
16 


ation ee) 88 

Gross national product (billions of $) 97 
Per capita product ($) nnn nnmecwencenenee 1,102 

Total exports (billions of $) ; 

Total imports (billions of $) ——.... 

Per capita imports ($) 
Exports to U.S. (billions of $) .—.........—.. 
Imports from U.S. (billions of $) —— ~~~... 

Per capita imports ($) .—————...-...- 


Sources: International Monetary Fund and Organization for 
European Economic Cooperation. All data refer to 1958. 


Indeed, among the Seven are nations with the 
highest living standards outside North America. 
It is natural that these countries should be con- 
cerned with the maintenance of their trade, for it 
is international division of labor and product 
specialization that have given them their rela- 


tive prosperity. 


Both groups greatly depend on exports. But 
EFTA nations send some three fifths of their ex- 
ports to non-European markets, while the Com- 
mon Market countries ship less than one half 
outside Europe. The larger degree of EFTA’s 


dependence on non-European markets reflects 
to a considerable extent the heavy trade of the 
United Kingdom with the United States and the 
British Commonwealth. 


Destination of Exports of EFTA and EEC Countries 
(Per Cent) 


Destination 


Rest of World 
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United Kingdom ....... 
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Norway 37 
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EEC 22 
Germany ...... 27 
France — 18 
Netherlands See 
Belgi Lu rg ... 16 
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japan 


Source: United Nations Economic Commission for Europe. 
Countries in each group arranged in order of value of total 
exports. All figures refer to 1958. 


Within Europe itself, EFTA countries sell 
more to the Common Market than to one another. 
Each, however, has a large volume of trade with 
the United Kingdom, and the Scandinavian coun- 
tries have close ties among themselves. 
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On the other hand, EEC nations in general 
are relatively less dependent on EFTA markets 
than on one another. With the exception of 
Germany, whose European exports are divided 
equally between the two groups, all of the EEC 
nations trade less with EFTA than with one 
another. 


Building A Bridge Between EFTA and EEC 


Interdependence of the Six and the Seven 
points to the overwhelming need to build a 
bridge between the two regional groupings in 
Europe. 


At present, the degree of discrimination be- 
tween the two areas is small. A year ago, Com- 
mon Market countries provisionally extended 
most of the initial tariff cuts made in their mutual 
trade to all members of the General Agreement 
on Tariffs and Trade (GATT). At the same time, 
they extended, on a provisional and reciprocal 
basis, most increases in import quotas to all 
members of the Organization for European Eco- 
nomic Cooperation (OEEC). For 1960, the Euro- 
pean Economic Community Commission, execu- 
tive organ of the Six, has proposed to extend, 
subject to certain conditions, further tariff cuts 
and quota increases to all GATT members. With 
the new situation in trade relationships between 
Europe and the United States*, maintenance of 
restrictions is not consistent with undertakings 
under GATT; but generalized tariff cuts and 
quota increases should also materially ease the 
potential problem of a split between the Six and 
the Seven. 


As a matter of fact, trade between the Six and 
the Seven increased, rather than decreased, dur- 
ing the first year’s operation of the Common 
Market. The most striking example is the rise 
in British exports to Germany by 21 per cent dur- 
ing the first nine months of 1959, as compared 
with the previous year; these enlarged exports, 
equivalent to an annual rate of $380 million, 
made it possible for Britain to wipe out its deficit 
with Germany despite a 10 per cent rise in Ger- 
man exports to Britain. The growing volume of 
trade reflects, of course, Europe’s renewed boom; 
but it also shows the strength of the traditional 
ties among European countries. 


On both sides, among governments as well as 
in the business community, the benefits of 
mutual trade are clearly understood. Chancellor 
Adenauer recalled, on the occasion of his official 
visit to London last November, that the German 


*See “The ‘New Situation’ in World Finance” in the 
November 1959 issue of this Letter. 





Parliament passed, at the time of the ratification 
of the Common Market treaty in 1957, a resolu- 
tion instructing the Federal Government to en- 
sure that EEC does not seal itself off from the 
rest of Europe; this resolution, the Chancellor 
added, has since guided the policy of the Fed- 
eral Government. Prime Minister Macmillan, in 
a speech delivered at the time of the initialing 
of the EFTA treaty, also stressed the need for a 
closer association for all Europe. 


Yet, some current trends and developments 
could easily harden the divisions of Europe. 
Fundamental positions on the issues that led to 
the breakdown of discussions for a wider free 
trade area a year ago do not yet appear to have 
changed enough to offer good prospects for 
fruitful negotiations. Some of the uncommitted 
nations are seeking to join the new groupings — 
Greece and Turkey the Common Market, and 
Finland the EFTA. Only Iceland, Ireland, and 
Spain would then remain outside. 


Now that the Common Market is a going 
concern, consideration is being given to shorten- 
ing, from twelve to six or eight years, the time- 
table for abolishing tariffs and import quotas. 
This is an unmistakable sign of economic strength 
and resiliency, particularly in France where in- 
dustry, competitive in price as a result of well- 
conceived and well-implemented currency and 
fiscal reforms*®, seems ready for further steps of 
trade liberalization. The Seven could, in turn, 
speed up their own schedules to keep pace. But 
shortening the present timetables would hasten 
the division of Europe into two blocs. 


Wider Implications 


Removing obstacles to trade by EEC and 
EFTA helps traders within each region but puts 
outsiders at a disadvantage. Each of the two 
groups in Europe commands a larger share of 
world trade than does the United States. Their 
attitudes and policies toward outsiders are, there- 
fore, of great importance to businessmen and 
policy makers throughout the Free World. 


For the United States, EEC and EFTA com- 
bined are a market for exports second only to 
Canada; they take over one fifth of our total 
merchandise exports. Initially, this country — like 
other outsiders — may lose export business in 
Europe. But the freeing of trade will help in- 
crease output, productivity, and incomes, which 
in turn can expand demand for goods from the 
United States and other outside countries. It is 


See “France’s Financial Rehabilitation” in the October 
1959 issue of this Letter. 


hoped that these widened opportunities will 
more than compensate for any adverse short-run 
effects of the regional trading arrangements. 


For these reasons, the United States supported 
the establishment of the Common Market even 
though the desire to see a unified Europe was 
also important. As already noted, the EEC Com- 
mission has proposed to extend tariff cuts and 
quota increases scheduled for 1960 to all GATT 
members. Under Secretary of State Dillon, in a 
statement at the GATT meeting in Tokyo last 
November, welcomed these proposals: “We be- 
lieve they should be supported by the Govern- 
ments of the six countries. And we urge that they 
be reinforced by further actions making evident 
beyond any doubt the intention of the Com- 
munity to remove cause for concern that the 
creation of the Community may be harmful to 
international trade.” 


The United States also welcomes the state- 
ment of EFTA members, in initialing their treaty 
in November 1959, that they are “particularly 
conscious of Europe's links with the rest of the 
world. They have therefore chosen a form of 
economic co-operation which, while strengthen- 
ing Europe, enables them to take full account of 
the interests of other trading countries through- 
out the world... .” 


At the Western summit conference in Paris 
last month, France, Germany, the United King- 
dom, and the United States agreed to cooperate 
in pursuing trade policies directed toward “the 
maintenance of harmonious international rela- 
tions . . . contributing to growth and stability in 
the world economy.” These “cooperative princi- 
ples” should “also govern” the relationships of 
European economic regional organizations “both 
with other countries and with each other.” To 
this end, the Big Four decided to form a con- 
sultative council consisting of representatives of 
EEC, EFTA, Canada, and the United States, 
which will hold its first meeting this month. 


Assurances like these are encouraging, but the 
best promise for the 1960's rests on the very fact 
that the well-being of the Six and Seven depends 
vitally on international trade. These nations are, 
along with the United States, the world’s largest 
merchants. It is in their best interest to pursue 
liberal trading policies with outside countries. 


The momentum toward free, multilateral, and 
nondiscriminatory trade gained through the suc- 
cessful efforts of the past decade must be pre- 
served. This is one of the crucial tasks of eco- 
nomic statesmanship today. 
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